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. INTRODUCTION

Q.
A.

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
Ralph C. Smith. My business address is: Larkin & Associates, 15728 Farmington Road,

Livonia, Michigan 48154,

ARE YOU THE SAME RALPH C. SMITH WHO PREVIOUSLY SUBMITTED
DIRECT TESTIMONY IN THIS PROCEEDING ON BEHALF OF RUCO?

Yes, I am,

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

The purpose of my surrebuttal testimony on behalf of the Arizona Residential Utility
Consumer Office (RUCO) is to respond to certain issues presented in the rebuttal
testimony of Qwest Corporation, the regulated telecommunications subsidiary of Qwest
Communications International, Inc. Qwest Corporation is the new name of the former U
S West Communications, Inc. Consequently, in my surrebuttal testimony, I will refer to
U S West Communications, Inc. (USWC) as Qwest or the Company on a current or
forward-looking basis. When referring to prior rate cases and past events, I generally

refer to the regulated telephone operation as USWC.

WHAT ISSUES ARE ADDRESSED IN YOUR SURREBUTTAL TESTIMONY?

I am addressing certain issues concerning rate base, net operating income, and adjustment

summaries on behalf of RUCO in this proceeding. Hugh Larkin, Jr., of Larkin &
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Surrebuttal Testimony of Ralph C. Smith : Page 2 of 41

Associates is also presenting surrebuttal testimony to address Qwest’s rebuttal to a

number of recommended adjustments on behalf of RUCO in this proceeding.

IN YOUR DIRECT TESTIMONY, YOU MENTIONED THAT THE COMPANY AND
RUCO REACHED A POTENTIAL REMEDY FOR ALLOWING RUCO TO
ADDRESS OTHER ISSUES, FOR WHICH LARKIN & ASSOCIATES HAD NOT
COMPLETED ITS ANALYSIS OR QUANTIFICATION AS OF THE TIME THE
DIRECT TESTIMONY WAS SUBMITTED. DO YOU RECALL THAT?

Yes. In my direct testimony I mentioned that I was advised by RUCO counsel that US
West and RUCO agreed that RUCO may submit with its surrebuttal testimony additional
adjustments and testimony resulting from the completion of the analysis of USWC’s
(now Qwest’s) 1999 test year filing. I noted that our ability to analyze issues is heavily

dependent upon receiving responsive answers from USWC in response to discovery.

HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED?

The remainder of my testimony is organized in the following manner. I first respond to
Qwest’s attempt to essentially convert the test year concept into a “test month.” I then
respond to Qwest’s rebuttal concerning specific adjustments I am sponsoring on behalf of
RUCO. I address three issues for which our analys1s had not been completed as of the
time our direct testimony on behalf of RUCO Was written. Finally, I identify the specific
schedules that are being provided in Exhibit _ (L&A-2), which is being filed with

RUCO’s surrebuttal.
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1 Q WHAT AMOUNT OF REVENUE SUFFICIENCY DO YOU SHOW FOR QWEST’S

2 ARIZONA INTRASTATE REVENUE REQUIREMENT?

3 A As shown on Schedule A Revised, included with this surrebuttal, the revenue sufficiency
4 for Qwest’s Arizona intrastate revenue requirement is $34.1 million. This indicates that a
5 rate reduction amounting to $34.1 million of intrastate revenue is warranted.

6 Il. TEST YEAR
7 Q.  WHAT TEST YEAR HAS BEEN USED ON BEHALF OF RUCO FOR COMPUTING

8 THE INTRASTATE REVENUE REQUIREMENT FOR QWEST IN THIS

9 PROCEEDING?

10 A. The test year that we have used on behalf of RUCO for computing the intrastate revenue

11 requirement for Qwest in this proceeding is the calendar year 1999, adjusted for known
12 and measurable changes and for disallowances of certain expenses that should not be
13 charged to ratepayers.

14

15 Q. QWEST WITNESS REDDING’S REBUTTAL TESTIMONY ON PAGES 4 AND 5
16 QUOTES FROM CERTAIN TEXTS REGARDING THE CONCEPT OF A “TEST
17 PERIOD.” PLEASE COMMENT.

18 A On pages 2 through 4 of his rebuttal, Mr. Redding mentions the term “test period”

19 numerous times. However, nothing he says weiild render this Commission’s traditional
20 use of a test year inapplicable. To thé best of my understanding, the Arizona Corporation
21 Commission has traditionally used a test year (i.e., a full twelve month period) as the

22 basis for determining the utility’s revenue requirement. In the instant proceeding, Qwest
23 proposes a year-end annualization for non-labor expenses and other items. In the prior

N
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1 USWOC rate case, this Commission did not use across-the-board annualizations based on

2 the last month of the test year for items such as non-labor expense. - Such blanket

3 annualizations are improper and would essentially result in converting the 1999 test year
4 into a December 1999 test month. The Commission should reject Qwest’s attempt to

5 scrap the use of a test year and replace it with a “test month” as the basis for determining
6 the revenue requirement.

7

8 Q. DOES THE RESTATEMENT OF TEST YEAR NON-LABOR EXPENSE RESULT IN

9 CONDITIONS THAT ARE NECESSARILY REFLECTIVE OF CONDITIONS WHEN
10 | NEW RATES ARE EXPECTED TO BE IN EFFECT?
11 A No. Making specific pro forma adjustments for known and measurable changes is the
12 process designed to address this. However, annualizing all non-labor expenses merely
13 results in a distortion to the recorded test year expenses. Specific known and measurable
14 changes are reflected to the test year to make the recorded results better reflect known
15 conditions. However, this does not mean that items such as non-labor expenses in the
16 last month of the test year should replace the actual recorded expenses in the full twelve
17 month period constituting the test year. The Company has failed to demonstrate that the
18 test year recorded non-labor expenses are unrepresentative of normal conditions and
19 require an across-the-board adjustment. The Cotnmission should reject Qwest’s
20 inappropriate attempt at converting the 1999 test yéar into a December 1999 test month.
21 The Company’s proposed non-labor expense annualization should be rejected.

22
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Q.

DO THE PASSAGES QUOTED ON PAGES 7 AND 8 OF QWEST WITNESS
REDDING’S REBUTTAL SUPPORT THE COMPANY’S PROPOSED NON-LABOR
ANNUALIZATION ADJUSTMENT?

No, they do not. The statements quoted by Mr. Redding on pages 7 and 8 of his rebuttal
merely describe the selection of the test year, “which is usually the latest 12 months for
which there are complete data” and the well-recognized need for making pro forma
adjustments for known and measurable changes occurring within the test year, and to a
limited extent after the end of the test year. (Emphasis supplied.) One of the passages
quoted by Mr. Redding at pages 7-8 of his rebuttal states that: “For many years,
commissions have adjusted test-yeEar data for ‘known changes’ i.e., a change that actually
took place during or after the test period.” This suggests that the regulatory
commission’s own prior treatment of a particular item can be used as some guidance for
how the same item should be treated in subsequent regulatory proceedings. Qwest’s
proposed blanket annualization of non-labor expense is not consistent with and goes well
beyond this Commission’s method of adjusting test year expenses for known and

measurable changes.

AT PAGES 8 THROUGH 10 OF HIS REBUTTAL, QWEST WITNESS REDDING
DESCRIBES A “TEST” HE PURPORTEDLY:MADE TO “OVERLAY” THE STAFF
AND RUCO REVENUE REQUIREMENTS “(:)NZZOOO ACTUAL RESULTS.” DO
YOU AGREE WITH MR. REDDING’S ANALYSIS?

No, I do not. Mr. Redding’s analysis is so severely flawed as to be essentially

meaningless. First, he uses May 2000 year-to-date results, annualized, as the basis for
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1 his comparison of net operating income. It is not accurate to describe this as “2000 actual
2 results” because it does not reflect the full year’s results for calendar year 2000. There is
3 no support for substituting five months of post-test year net operating income results for
4 the 1999 test year results. To the best of my knowledge, this Commission has generally
5 not accepted that type of blanket test year updating with post test-year results. Moreover,
6 there is no indication that Mr. Redding reflected in his year-to-date May 2000 annualized
7 , results the types of adjustments that Staff and RUCO are recommending. To the extent
8 that Mr. Redding’s May 2000 results fail to include similar adjustments and expense
.9 disallowances to those being proposed by Staff and RUCO, he is making an “apples to
10 oranges” comparison that proves nothing.
11

12 Q. IS MR. REDDING ALSO ATTEMPTING TO IMPROPERLY INFLATE THE RATE
13 BASE IN HIS PURPORTED “TEST” OF THE REVENUE REQUIREMENT?

14 A Yes. The presentation on page 9 of Qwest witness Redding’s rebuttal attempts to use a

15 May 2000 rate base of $1.630 billion. This is significantly higher than the $1.421 billion
16 Arizona intrastate rate base filed by the Company using the 1999 test year. It is also

17 significantly higher than the $1.399 billion Arizona intrastate rate base proposed in

18 RUCQ?’s direct testimony, as shown on RUCO Exhibit __ (L&A-1), Schedule B. Thus,
19 Mr. Redding’s attempt to utilize a new higher.raté base by going out five months beyond
20 the end of the 1999 test year contributes towards tﬁe distorted presentation of Staff and
21 RUCO results on page 9 of his rebuttal.

22
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Q.

DO YOU HAVE ANY OTHER COMMENTS REGARDING THE “RESULTS OF THE
TEST” PRESENTED BY MR. REDDING AT PAGE 9 OF HIS REBUTTAL?

Yes. As explained above, Qwest witness Redding’s purported “test” presented on page 9
of his rebuttal is so severely flawed it cannot be relied upon for any conclusions
regarding whether the Staff and RUCO revenue requirement recommendations are
appropriate. However, Mr. Redding’s presentation shbWs in the “Qwest” column that the
Company’s calculated revenue deficiency would produce a return on average investment
of 11.04%,. This exceeds even Qwest’s own recommended rate of return,. Thus, even by
the standards of Mr. Redding’s purported “test,” the Company’s calculated revenue

deficiency is overstated.

YOU MENTIONED THAT BECAUSE OF ITS SEVERE FLAWS, THE
PRESENTATION ON PAGE 9 OF QWEST WITNESS REDDING’S REBUTTAL
TESTIMONY DOES NOT LEAD TO ANY RELIABLE CONCLUSIONS
REGARDING THE APPROPRIATENESS OF RUCO’S RECOMMENDED REVENUE
REQUIREMENT. WHERE SHOULD ONE LOOK WHEN EVALUATING THE
APPROPRIATENESS OF RUCO’S PROPOSED REVENUE REQUIREMENT?

When evaluating the appropriateness of RUCO’s proposed revenue requirement, one
should look at Exhibit  (L&A-1) of RUCO§'direct testimony and the update of that
filed with RUCQ’s surrebuttal. Thesé exhibits éon;[ain the schedules which show in
detail the development of RUCQO’s recommended rate base, adjusted net operating

income, rate of return, and the resultant calculation of the total change in the revenue

requirement. As shown on Schedule A, for example, the revenues recommended on
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behalf of RUCO are sufficient to produce RUCO’s recommended rate of return on the

adjusted rate base, using RUCO’s adjusted net operating income.

AT PAGE 10, LINES 16-18, OF QWEST WITNESS REDDING’S REBUTTAL, HE
INDICATES THAT, IN HIS OPINION, STAFF AND RUCO “ENGAGED IN A
FAIRLY RIGOROUS DEVELOPMENT OF A REVENUE REQUIREMENT OR
DEFICIENCY” AND SUGGESTS THAT THE “MUCH MORE GENERALIZED
APPROACH” HE ATTRIBUTES TO DOD/FEA AND AT&T “SHOULD BE
ACCORDED LESS WEIGHT THAN STAFF & RUCO.” PLEASE COMMENT ON
THIS OBSERVATION, IN VIEW OF THE “REVENUE ﬁEQUREMENTS TEST”
PRESENTATION SHOWN ON PAGE 9 OF MR. REDDING’S REBUTTAL.

The presentation on page 9 of Qwest witness Redding’s rebuttal does not even rise to the
level of a “much more generalized approach” that he attributes to DOE/FEA and AT&T.
Accordingly, applying Mr. Redding’s own suggestion on page 10 of his rebuttal, the
presentation on page 9 of Qwest witness Redding’s rebuttal should be accorded less

weight than the presentations of any of the parties mentioned on his page 10, lines 16-20.

lll. RECOMMENDED ADJUSTMENTS

Non-Labor Expense Annualization

Q.

PAGES 13-18 OF QWEST WITNESS REDDNG’S REBUTTAL TESTIMONY
ADDRESS THE COMPANY’S PROPOSED NON-LABOR EXPENSE
ANNUALIZATION ADJUSTMENT. DOES THAT TESTIMONY CONVINCE YOU
THAT THE COMPANY’S PROPOSED NON-LABOR ADJUSTMENT IS

APPROPRIATE AND SHOULD BE MADE?
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A.

No, it does not. A blanket annualization of non-labor expense, as proposed by Qwest, is
not consistent with past Commission practice. Moreover, the analysis presented by Mr.
Redding in his rebuttal is flawed. Consequently, the Company’s proposed non-labor

expense annualization adjustment should be rejected.

HAVE YOU ACCEPTED SOME OF THE COMPONENTS OF U S WEST'S
PROPOSED ANNUALIZATION ADJUSTMENTS?

Yes, as explained in my direct testimony, I have accepted USWC’s annualization of
deregulated revenue, wages and benefits expense, property taxes, rent compensation, and
uncollectibles. Additionally, I agree with the concept of adjusting test year revenues,
where appropriate, for known changes. As described in the direct testimony of RUCO
witness Larkin, there are a number of concerns regarding U S WEST's derivation of its
revenue annualization adjustment. In his direct testimony, RUCO witness Larkin
discussed an alternative revenue annualization adjustment which better reflects known
changes and a normal, ongoing level of operations than U S WEST's proposed
adjustment does. On Exhibit E-1, filed with RUCO’s direct testimony, I removed the
component of U S WEST's adjustment thaf addresses revenue annualization.
Additionally, in my opinion, the portion of U S WEST'"s adjustment which attempts to
apply a blanket annualization of non-labor expense is not appropriate and is not
consistent with past regulatory practice of t‘his;J}ommission. Therefore, I have also
removed U S WEST's proposed non-labor adjustrﬁent. In the direct and surrebuttal

testimony submitted on behalf of RUCO Mr. Larkin and I discuss adjustments to a

number of specific expenses for known changes and/or recommended disallowances.
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This approach is consistent with Commission practice, whereas applying a blanket

annualization of non-labor expenses as proposed by Qwest, is not. .

AT PAGE 14, LINES 17-19, OF HIS REBUTTAL, QWEST WITNESS REDDING
STATES: “I WILL COMPARE THE COMPANY’S ANNUALIZATIONS SIDE BY
SIDE WITH THE RESULTS OF STAFF AND RUCO AGAINST THE LEVEL OF
ACTUAL RESULTS FOR THE YEAR 2000. THIS IS THE TRUE TEST OF THE
ADJUSTED TEST PERIOD LEVELS OF REVENUES AND EXPENSES.” PLEASE
RESPOND.

First, the actual results for the year 2000 are not yet known. Consequently, at this time,
Mr. Redding cannot be comparing anything to the actual results for the full year 2000. He
has only attempted to make a comparison using the first few months of 2000. Moreover,
without analyzing in detail what the Company actually recorded in those months, one
does not know if those months are representative of normal operating conditions.
Typically, months outside the test year would not be analyzed in such detail because this
Commission has traditionally not adopted adjustments after the test year, unless there has

been a compelling reason to do so.

Remove Pension Asset from Rate Base

Q.

THE REBUTTAL TESTIMONY OF QWEST:WITNESS GRATE, AT PAGE 46,
CHARACTERIZES THE PENSION ASSET RESULTING FROM THE FORMER US
WEST’S OVERFUNDED PENSION PLAN AS A “PRIMARY COMPONENT THAT
MUST BE CONSIDERED FOR INCLUSION IN RATE BASE.” DO YOU AGREE

WITH THAT CHARACTERIZATION OF THE PENSION ASSET?
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A.

No. Qwest has attempted to include $66.221 million in rate base for a pension asset.
However, this asset has not been funded by shareholders and does not belong in rate base.
The pension asset is not a “primary component” of rate base. It does not belong in rate

base at all.

AT PAGE 42 OF HIS REBUTTAL, QWEST WITNESS GRATE CLAIMS THAT THE
PENSION ASSET HAS BEEN FUND “FUNDED” BY QWEST’S INVESTORS IN
THE FORM OF DEBT AND EQUITY ON QWEST’S BOOKS. PLEASE RESPOND.
Mr. Grate apparently fails to recognize that a portion of the pension asset is related to an
amount of Accumulated Deferred Income Taxes (ADIT), which is a deferred credit on
the books of the former USWC (now Qwest). Moreover, merely pointing to the fact that
USWC had, and Qwest has debt and equity on its books, is insufficient to demonstrate

that investors have advanced excess pension amounts.

WAS THIS SAME ISSUE ADDRESSED IN U S WEST'S PRIOR RATE CASE?
Yes, it was. In U S WEST's last Arizona rate case, Docket No. E-1051-93-183, the
Commission issued Decision No. 58927. In that decision, the Commission denied U S
WEST's request to include the net amount of the Company's pension asset in rate base.
At page 5 of that decision, the Commission stafed 'specifically that:
. we find the Company has 4not presented sufficient evidence to clearly
demonstrate that its shareholders have advanced the excess pension amounts.

Accordingly, we must deny the Company's request to include the net amount of
overfunding of $36,213,000 in rate base.
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Q.

IS QWEST ATTEMPTING IN THE INSTANT PROCEEDING TO RE-LITIGATE
THE DECISION CONCERNING THE PENSION ASSET MADE BY THE
COMMISSION IN THE PRIOR US WEST RATE CASE?

It certainly appears so. Page 53, lines 20-21, of Qwest witness Grate’s rebuttal states
that: “Qwest respectfully disagrees with the conclusion the Commission reached in the
prior order.” Thus, the Company is attempting in the current proceeding to re-litigate this

issue, which it lost in the prior US WEST rate case.

WHAT NEW AND DIFFERENT EVIDENCE HAS QWEST PRESENTED IN THE
INSTANT CASE IN SUPPORT OF ITS ATTEMPTED RE-LITIGATION OF THIS
ISSUE?

None. It is the same issue and the same arguments that the Company presented in the
prior USWC rate case. The Commission made the correct decision in that case, and there
is nothing new or different in the current case that would require a change. The pension
asset should be excluded from rate base in the instant case, just as it was in the prior

USWC rate case.

CONCERNING ITS RATE BASE CLAIM FOR A PENSION ASSET, WHAT
EVIDENCE, IF ANY, IS THE COMPANY REEYING UPON THAT THE OVER-
FUNDED BALANCE WAS PROVIDED BY SHAREHOLDERS?

None. Data Request RUCO-9-1 asked the Company to provide such information. In

response, the Company stated that: "In claiming that rate base should include the pension

asset, the Company is relying upon its balance sheet upon which the pension asset
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1 appears. The balance sheet shows that the pension asset is funded by investor supplied
2 capital in the form of debt and shareholders' capital.”
3 However, the fact that a pension asset is on the balance sheet now is nothing new,
4 and does not clearly demonstrate that the over funded pension balance was funded by
5 shareholders. Moreover, the Commission has typically used lead-lag studies to determine
6 cash working capital in rate base, and has not typically used balance sheet amounts for
7 . items such as pensions.
8
9 Q IF THE OVER-FUNDED PENSION BALANCE WAS NOT FUNDED BY
10 SHAREHOLDERS, BY WHOM WAS IT FUNDED?
11 A The over funded pension balance was produced by a combination of the following
12 factors: (1) the switch to accrual accounting when Statement of Financial Accounting
13 Standards 87 (FAS 87) was adopted by the Company; (2) ratepayer payments to the
14 Company for amounts of pension expense that were reflected in rates; and (3) earnings on
‘ 15 the pension trust assets.
16 Additionally, there is an Accumulated Deferred Income Tax (ADIT) balance
17 associated with the pension asset. The ADIT balance is a deferred credit on the balance
18 sheet.
19 EA

20 Q. HASUS WEST OR QWEST CONTRIBUTED MONEY INTO THE PENSION PLAN
21 SINCE IT ADOPTED FAS 877

22 A No. No contributions have been made to the qualified pension plan by or on behalf of

23 USWC since the adoption of FAS 87. In other words, the Company has not contributed
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any funding into the qualified pension plan trust for many years, and has not contributed

any since its last Arizona rate case.

HOW ABOUT THE PERIOD 1994 THROUGH 1998, DID THE COMPANY MAKE
ANY FUNDING CONTRIBUTIONS TO ITS QUALIFIED PENSION PLAN DURING
THIS PERIOD?

No. The Company's response to Data Request RUCO-2-8 indicates that, due to the
previous funding and earnings growth on the Pension Trust, the Company did not have a
requirement to fund the Pension Trust for the years 1994 through 1998, and no funding
contributions were made to the Pension Trust for those years. The Company's response
to RUCO-2-8 states further that: "Nothing has been collected in rates for pension
expense in the years 1994 through 1998." This response was not updated by USWC in
conjunction with its 1999 test year filing; however, given the vastly over-funded status of
the qualified pension plan, it is unlikely that USWC made any funding payments in 1999
either. Thus, the fund has grown during this period due to earnings on the pension trust

assets, and not from any contributions from the Company's shareholders. .

WHAT RETURNS HAVE THE ASSETS IN THE QUALIFIED PENSION TRUST
EARNED IN RECENT YEARS? S
The Company's response to Data Reqﬁest UTI-20-7 listed the annual earnings return

achieved by the pension fund for each year, 1987 through 1998. That information shows

that the returns have generally been quite good. Moreover, U S WEST's response to Data

Request UTI-20-7, part b, indicates that the primary factor causing the pension credits is
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Q. SHOULD THE PENSION ASSET BE INCLUDED IN RATE BASE?

Q. PAGE 54 OF THE REBUTTAL TESTIMONY OF QWEST WITNESS GRATE

A. No, I strongly disagree with each of these new::{Cdmpany recommendations. The

the return on plan assets. In other words, the high returns earned on pension plan assets

have contributed to the growing over funded status of the qualified pension plan.

No, it should not. The Commission's decision in the prior USWC rate case rejected rate
base inclusion for the pension asset. In the instant case, the Company has presented no
new or different arguments. In the instant case, just like in the prior USWC rate case, the
Company has not clearly demonstrated that the pension asset had been funded by

shareholders. Therefore, the pension asset should be removed from rate base.

CONTAINS TWO NEW RECOMMENDATIONS FROM THE COMPANY: (1)
ENSURE THAT NO FURTHER PENSION ASSET IS CREATED BY CEASING ANY
FURTHER RECOGNITION OF NEGATIVE PENSION EXPENSE IN REGULATED
RESULTS OF OPERATIONS AND COST OF SERVICE, AND (2) RETURN THE
PENSION ASSET TO INVESTORS BY AMORTIZING IT INTO COST OF SERVICE
OVER AN APPROPRIATE AMORTIZATION PERIOD. DO YOU AGREE WITH

EITHER OF THESE NEW RECOMMENDATIONS BY THE COMPANY?

negative pension expense reflected in the 1999 test year resulting from the funding
surplus and the application of generally accepted accounting principles (GAAP) such as

FAS 87 should be included in the operating results. In the recent Qwest/US West merger

proceeding, the Commission stated that it will take into account the surplus in the pension
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trust fund in the current USWC rate case in establishing the on-going amounts to be paid
by ratepayers. Ratepayers should receive the benefit of the lower pension expense
resulting from the Commission’s adoption of FAS 87 for ratemaking purposes.
Moreover, this benefit should not be reduced or negated by the imposition of a return
requirement for an improper rate base item, as the Company has attempted in the prior
USWC rate case and again in the current rate case.

Including the pension asset in rate base is not only improper, but doing so would
also largely negate the benefit to ratepayers from the negative pension expense resulting
from the Commission’s adoption of FAS 87.

The Company has failed to prove that the pension asset was funded by
shareholders; consequently, there is no basis for requiring that the pension asset be
“amortized into the cost of service” as Mr. Grate suggests. Moreover, such treatment
would be contrary to GAAP, and the application of FAS 87, which the Commission has
adopted for ratemaking purposes. In summary, these new proposals from Qwest are ill-
conceived and should be rejected.

These new proposals are also contradicted by some of the testimony presented on
behalf of the Applicants in the recent Qwest/US West merger proceeding concerning
pensions.

PLEASE ELABORATE UPON HOW THESE NEW PROPOSALS BY THE

COMPANY ARE CONTRADICTED BY TESTIMONY PRESENTED BY

APPLICANTS IN THE RECENT QWEST/US WEST MERGER PROCEEDING.
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1 A In the Qwest/US West merger proceeding, the rebuttal testimony of Applicant witness

2 Carl Inouye stated at pages 7-8 as follows:
3 It should be noted that the accounting practice, known as FAS 87, is a
4 requirement that the Company must follow pursuant to Security and Exchange
5 Commission rules. FAS 87 has been adopted by this Commission in prior rate
6 cases.
7
8 The claim that U S WEST shareholders are benefiting through inflated earnings is
9 simply wrong. TRAA ignores that the requirement of FAS 87 to amortize the
10 pension surplus as expense credits has caused Arizona customer rates to be lower
11 than otherwise. Thus, any income effect of FAS 87, combined with ratemaking
12 ) by this Commission, has not boosted the company’s earnings. The fact of the
13 matter is that revenue reductions achieved through ratemaking offset the pension
14 credit to expense such that the net effect on income disappears.
15
16 At page 13, lines 18-21, of that same rebuttal testimony, Applicant witness Inouye stated:
17 There is no discernible reason why the Commission’s requirement for FAS 87
18 accounting rules should be re-looked at in the Arizona rate case. As I stated
19 earlier, the pension credits required under FAS 87 have had the effect of lowering
20 customer rates, but have not changed the level of pension funds.
21
22 Qwest witness Grate’s new proposals in the instant rate case are inconsistent with the
23 application of FAS 87, and are directly contradicted by the above-quoted statements from
24 Applicant witness Inouye’s rebuttal testimony in the recent Qwest/US West merger
25 proceeding, Docket No. T-01051B-99-0497. The two new proposals by Qwest witness
26 Grate are highly inappropriate and must be rejected.
27

TN
28 Q. WHAT IS YOUR CONCLUSION REGARDING THE APPROPRIATE

29 RATEMAKING TREATMENT OF THE PENSION ASSET?

30 A Consistent with the Commission’s findings in the prior US West rate case, the pension
31 asset should be excluded from rate base because the Company has failed to demonstrate

32 that it was funded by shareholders. The associated amount of ADIT should also be




4

(%]

10

11

12

13

14

15

16

17

18

19

20

21

22

Surrebuttal Testimony of Ralph C. Smith ‘ Page 18 of 41

removed. RUCO Adjustment E-10, shown on Schedule E-10, filed with my direct

testimony, reflects the appropriate adjustment.

Software Capitalization (SOP 98-1)

Q.
A.

WHAT IS AICPA STATEMENT OF POSITION NO. 98-1?

As noted in my direct testimony, the American Institute of Certified Public Accountants
(“AICPA”) has issued a Statement of Position (“SOP”) No. 98-1 (“SOP 98-1)
addressing the capitalization of software costs. SOP 98-1 has become a part of generally
accepted accounting principles (“GAAP”). In general, SOP 98-1 requires that software
costs be capitalized. Prior to the adoption of SOP 98-1, many companies, including
USWC, had been expensing internally developed software costs, which now must be

capitalized in compliance with GAAP.

WHAT REASONS DOES QWEST PRESENT IN ITS REBUTTAL FOR NOT
ADOPTING SOP 98-1 FOR RATEMAKING PURPOSES?

Qwest witness Redding’s rebuttal, at page 19, states his opinion that SOP 98-1 should not
be adopted for intrastate ratemaking purposes because there is no change in cash flows
coupled with short lives. Consequently, on page 20, he advocates that the Commission

ignore this accounting change for ratemaking pi"ii“f;‘oses.

DO YOU AGREE WITH MR. REDDING’S ANALYSIS THAT THERE IS NO

IMPACT ON CASH FLOWS?
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A.

No. Capitalization of software costs pursuant to SOP 98-1 results in a significant
reduction in Qwest’s revenue requirement for Arizona intrastate telephone service in the
current proceeding. Thus, if the Commission adopts this accounting principle for
ratemaking purposes, which it should, there is an significant impact on the intrastate
revenue requirement. The intrastate revenue requirement is lowered significantly under
the accounting prescribed by SOP 98-1 because USWC (now Qwest) had been expensing
large amounts for internally developed software, whereas SOP 98-1 requires that such

costs be capitalized and amortized.

HAS QWEST ADOPTED SOP 98-1 FOR ACCOUNTING AND FINANCIAL
REPORTING PURPOSES?

Yes, for financial and book accounting purposes, Qwest has adopted SOP 98-1.

Qwest will be following SOP 98-1 for financial reporting purposes, but has not reflected
the impact of this accounting principle in its 1999 test year Arizona rate filing. This
substantially increases the Arizona intrastate revenue requirement because millions of
dollars of software cost that is now required to be capitalized, but which has been
reflected for Arizona ratemaking purposes by Qwest in its rate filing as a current period
expense. On its books, and for financial reporting purposes, Qwest is capitalizing such

cost and depreciating it over a five-year periody; +¢

PLEASE DISCUSS THE ISSUE ASSOCIATED WITH THE “SHORT LIVES” OF |

CAPITALIZED SOFTWARE.
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A

US WEST's proposed treatment of software capitalization substantially increases the
revenue requirement in the current case by not reflecting capitalization treatment in
accordance with generally accepted accounting principles (GAAP). US WEST defends
this treatment by pointing out that the relatively short time frame for depreciating
software (usually five years) would cause a higher rate base, and approximately the same
expense levels in five years, i.e., a higher revenue requirement at that time if
capitalization is applied. However, in the instant rate case, we are setting rates for
regulated services today. Five years from now, customers may have competitive choices

for a variety of telephone services that exist only in very limited form today.

SHOULD THE ADOPTION OF SOP 98-1 BE REFLECTED FOR RATEMAKING
PURPOSES?

Yes, it should. This GAAP is appropriate for ratemaking purposes. It reflects the fact
that software has a benefit lasting longer than a single year. It is appropriate to reflect the
amortization into expense of software costs over a five year period, commencing with the

adoption of SOP 98-1.

HAVE YOU CALCULATED AN ADJUSTMENT TO REFLECT SOP 98-1 FOR
USWC’S ARIZONA INTRASTATE RESULTS?"

Yes. This adjustment is shown on Schedule E- IFS,. ;’vhich was filed with RUCO’s direct
testimony. Using a five-year amortization period, on Schedule E-15 I have reflected an

adjustment for the generally accepted accounting treatment for software costs per SOP

98-1 in the Arizona intrastate results for the first three years of implementing this
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1 accounting change. The impact of this accounting change is greatest in the first year, so
2 using a three-year average impact for the adjustment helps smooth the transition. The
3 three year period also corresponds with the use by USWC and now Qwest of a three-year
4 revenue requirement for certain items. For example, it is the same period used by USWC
5 for the amortization of other items, such as the gain on sale of its interest in Bellcore.
6 The Company’s 1999 test year filing, as reflected in Mr. Redding’s exhibits filed May 3,
7 ‘ 2000 reflects a column for a threé—year revenue requirement. While I have not presented
8 items in a similar column, my treatment of SOP 98-1 over the initial three-year period of
9 adoption is similar to the Company’s calculation and use of a three-year revenue

10 requirement for certain items.

11

12 Q. AT PAGE 23 OF HIS REBUTTAL, QWEST WITNESS REDDING CLAIMS THAT
13 AN AUTOMATIC ADJUSTMENT RIDER WOULD BE NECESSARY IF SOP 98-1
14 WAS ADOPTED FOR RATEMAKING PURPOSES. DO YOU AGREE?

15 A, No, I do not. As noted above, my adjustment for the adoption of SOP 98-1 for

16 ratemaking purposes reflects an average impact of the first three years, similar to Qwest’s
17 calculation of three-year revenue requirement impacts for other items, such as the

18 recognition of the gain on the sale of its interest in Bellcore. There is no need for an

19 automatic adjustment mechanism for ratemaking:adjustments to reflect generally

20 accepted accounting principles. I note that 'Qwést_is not proposing that a similar

21 automatic adjustment mechanism be implemented for decreases in pension expense

22 occurring between rate cases as the result of applying the provisions of FAS 87. There is
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no need for an automatic adjustment mechanism associated with the adoption of SOP 98-

1 for ratemaking purposes.

WHAT WILL HAPPEN AFTER THREE YEARS UNDER YOUR PROPOSAL
CONCERNING SOP 98-1?

Over a three-year period, Qwest’s investment, revenue and expense will change.
Accordingly, Qwest will have to review all items that contribute to its Arizona intrastate
revenue requirements and determine if an Arizona intrastate rate filing is necessary at that
time. There is no need to carve out one or two areas where costs could increase in the
future for automatic adjustment mechanisms, when other items such as pension expense,
computed pursuant to FAS 87 may be decreasing, and other cost savings may be realized
as the result of work force downsizing and consolidation or operations after the

Qwest/US West merger.

Service Quality Plan

Q.
A.

WHAT IS THE COMPANY’S "SERVICE QUALITY PLAN"?

As described in my direct testimony, the Company’s Service Quality Plan was
established in a prior USWC regulatory proceeding and is part of the Company’s tariff in
Arizona. It contains measures, such as penalties, to be paid by the Company to the
Commission if the Company fails to r_neet serv1\\cg I‘c‘luality standards. It also requires the
Company to pay for cellular phones, call fofwar'dihg, etc., when it cannot meet acceptable

service standards, including timely installation of new services and repair of out-of-

service conditions.
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Q.

AT PAGES 40-41 OF HIS REBUTTAL TESTIMONY, QWEST WITNESS REDDING
ATTEMPTS TO JUSTIFY CHARGING CUSTOMERS FOR SUCH COSTS
“BECAUSE THEY ARE A REASONABLE COST OF DOING BUSINESS, AND
BECAUSE QWEST IS INDEED PROVIDING SERVICE TO THE CUSTOMER,
EVEN IF IT IS NOT THE PRECISE SERVICE THE CUSTOMER HAS
REQUESTED.” (REDDING REBUTTAL, PAGE 41, LINES 3-5.) SHOULD SUCH
COSTS BE CHARGED TO CUSTOMERS?

No. The cost incurred by Qwest associated with the failure to meet acceptable service
quality standards should not be charged to customers. Ratepayers should not be forced to
pay extra when the Company fails to meet minimum acceptable service quality standards.
Ratepayers should not bear the extra cost incurred by the Company for cellular vouchers,
paging vouchers or other accrued expenses under its Service Quality Plan that relate to its
failure to meet minimum acceptable service quality standards. Consequently, the excess
cost incurred during the test year under the Service Quality Plan associated with the
Company's failure to meet minimum acceptable service quality standards should be
disallowed. Shareholders, not ratepayers, should bear such cost.

At page 41, lines 9-11 of his rebuttal, Mr. Redding asserts that alternative services
including paging vouchers, remote call forwarding, and voice messaging are quite similar
to traditional services, and Qwest provides such: 4lternative services “at no cost to the
customer.” That is just the point. When Qwest fails t§ meet the established quality of
service standards, as specified in its Service Quality Tariff, it must provide such

alternative services at no cost to the customer. RUCO’s adjustment for Service Quality

Plan expenses assures that there is no cost being charged to the customer for such
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alternative services, which are required under the Service Quality Plan, when the

Company cannot meet the minimum service quality standards.

DO YOU HAVE ANY OTHER CONCERNS REGARDING THE COMPANY’S
ATTEMPT TO CHARGE RATEPAYERS FOR THE COSTS IT INCURS
ASSOCIATED WITH ITS FAILURE TO MEET ARIZONA SERVICE QUALITY
STANDARDS?
Yes. Company management determines the level of Company resources to be devoted to
meeting service quality standards. If the cost of non-compliance with service quality
standards is borne by ratepayers, this would inappropriately remove the economic
responsibility from the Company for its decisions regarding service quality compliance
efforts, where such decisions lead to non-compliance situations. In recent years, USWC
has failed to provide service that meets the minimum standards established by the
Commission. As evidenced by the Service Quality Forum conducted by this
Commission, and by the significant efforts devoted to addressing USWC service quality
concerns in the Qwest/US West merger proceedings before this Commission and the
regulatory commissions in a number of other USWC states, substantial regulatory
difficulties have been encountered in getting US West to comply with service quality
standards, particularly in the areas of timely instaHlation of new service and prompt repair
of out-of-service conciitions. |

Requiring ratepayers to bear costs associated with the Company’s service quality

failures — as Qwest is advocating -- would have the undesirable result of removing a

substantial incentive to Qwest for achieving compliance with the Arizona quality of
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service standards set forth in the Company’s Service Quality Plan tariff. If the costs
imposed by the Commission on the Company for failure to meet service standards are
passed on to ratepayers as just another “cost of doing business,” this would remove an
important economic incentive to Qwest for meeting the established Arizona service
quality standards. By requiring that costs for failure to provide adequate service quality
be borne by shareholders, and prohibiting the passing on of such costs to ratepayers, the
Commission keeps the responsibility to meet service quality standards where it belongs —

on the Company.

Sharing of Gain on Sale of 38 Arizona Exchanges with Traffic

Q.

AT PAGE 31 OF HIS REBUTTAL, QWEST WITNESS REDDING ASSERTS THAT
YOU PROPOSE TO INAPPROPRIATELY ADDRESS THE DISPOSITION OF THE
GAIN THE COMPANY IS REALIZING ON THE SALE OF ARIZONA EXCHANGES
WITH TRAFFIC IN THIS CASE, RATHER THAN IN THE ACCESS LINE SALE
DOCKET. PLEASE RESPOND.
Contrary to Mr. Redding’s assertion, it is not inappropriate to reflect the quantification of
RUCO’s recommendation in the concurrent proceeding addressing the sale of 38
exchanges, with traffic, Docket No. T-01051B-99-0737, in terms of its impact on the
instant Qwest Arizona rate case. As I stated in my direct testimony:
This adjustment is shown on Schedulé B-22 and reflects the sharing of the
estimated after-tax gain anticipated to be realized by USWC on the sale of 38
Arizona exchanges with traffic to Citizens Communications. The Commission is
addressing the transaction in a concurrent proceeding, Docket No. T-01051B-99-
0737. The sharing of the gain between shareholders and ratepayers is consistent
with RUCOQ’s position in the sale proceeding, as discussed in the testimony of
RUCO witness Marylee Diaz Cortez. On Schedule E-22, I have reflected the
sharing of the gain over a three-year period. Three years is the same period used

by USWC to reflect the sharing with ratepayers of 50% of the gain it realized
upon the sale of its interest in Bellcore.
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I was asked by RUCO to reflect in the instant rate case the impact of RUCO’s position in
the concurrent pro;:eeding, Dockét No. T-01051B-99-0737, that thé gain on the sale of
the 38 Arizona exchanges, with traffic, be shared between shareholders and ratepayers,
and have done so on Schedule E-22, which was filed with my direct testimony. This
treatment, including the sharing of the gain over a three-year period, is similar to and
consistent with the Company’s reflection of the sharing with ratepayers of 50% of the
gain it realized upon the sale of its interest in Bellcore and is consistent with prior
Commission precedent, as discussed at length in RUCQO’s testimony in Docket No. T-

01051B-99-0737.

Adjustment to Intrastate Depreciation Expense
Q. ON SCHEDULE E-8, FILED WITH YOUR DIRECT TESTIMONY, YOU HAD

MADE AN ADJUSTMENT TO CORRECT THE AMOUNT OF TEST YEAR
DEPRECIATION FOR THE IMPACT OF THE COMPANY’S SALE OF 38 ARIZONA
EXCHANGES, WITH TRAFFIC. HAS THE COMPANY ADDRESSED THIS ISSUE
INITS REBUTTAL TESTIMONY?

A. Yes. On pages 34-35 of his rebuttal testimony, in addressing a Staff adjustment for
depreciation expense related to the sale of these Arizona exchanges, Qwest witness

Redding agrees in principle that such an adjustihént should be made.

Cash Working Capital
Q. PAGE 42 OF QWEST WITNESS REDDING’S REBUTTAL TESTIMONY STATES

THAT YOUR CASH WORKING CAPITAL ADJUSTMENT IS BASED ON THE
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TEST YEAR ENDED JUNE 30, 1998, RATHER THAN THE UPDATED TEST YEAR

OF CALENDAR 1999 AND SHOULD BE DISREGARDED. PLEASE RESPOND.

A. The correct amount of intrastate rate base allowance for cash working capital for the test

year ending December 31, 1999 is negative $46.232 million, according to the
documentation provided by the Company in response to a number of data requests. On
RUCO Exhibit ___ (L&A-1), Schedule B, line 4, filed with my direct testimony, I had
only reflected a rate base deduction for cash working capital in the amount of $45.020
million. Consequently, an adjustment to decrease the rate base amount shown on
Schedule B by $1.212 million ($46.232 million less $45.020 million) is necessary. With
my surrebuttal testimony, I am including a revised Schedule E-24 showing the

appropriate adjustment.

Q. DID THE COMPANY STATE IN RESPONSE TO DATA REQUESTS THAT IT WAS

NOT UPDATING THE JUNE 30, 1998 CASH WORKING CAPITAL AMOUNT?

A. Yes. The response to Data Request RUCO-28-6(a) stated that the Company confirms

that the $41.772 million negative amount for cash working capital for the test year ending
June 30, 1998 is not being updated. The Company’s response to Data Request UTI-43-
14 stated that: “U S WEST did not conduct a new lead-lag study in connection with the
update test year.” These responses by the Comilﬁﬁﬁy may not have been totally accurate
in describing whether the Company héd or had hotbupdated the cash working capital

allowance amount for the test year ending December 31, 1999. However, other responses

from the Company clearly indicate that the negative $46.232 million is the correct
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1 amount of intrastate cash working capital allowance for use with the December 31, 1999
2 test year.
3

4 Q. PLEASE DISCUSS THE RESPONSES WHICH ESTABLISH THAT THE NEGATIVE

5 $46.232 MILLION IS THE CORRECT AMOUNT OF INTRASTATE CASH
6 WORKING CAPITAL ALLOWANCE FOR USE WITH THE DECEMBER 31, 1999
7 TEST YEAR.

8 A The responses are included in Attachment RCS-S1 to my surrebuttal testimony. The first

9 two pages are from the response to Data Request UTI-42-1. The first page, at line 33

10 shows the calculation of the Commission Basis Cash Working Capital amount for the
11 Company’s Arizona intrastate operations for the test year ending December 31, 1999 to
12 be negative $46.232 million. The second page, at line 19, shows this same amount.
13 Page 3 of Attachment RCS-S1 shows the Company’s response to Data Request RUCO-
14 28-6. Part b of that request had asked the Company to “explain why the Commission
15 Basis Cash Working Capital amount on line 19 is negative $46.232 million, as compared
16 to the $41.772 million amount on the comparable USWC workpaper for cash working
17 capital from the June 30, 1998 test year filing.” The Company’s response attributed the
18 change to the updated test year. The Company’s response to Data Requests RUCO-28-7
19 and UTI-56-1, are shown on pages 4 and 5 of Attachment RCS-S1, and contain the

| 20 Company’s admission that the cash Working capital amount reflected in rate base in the
21 Corrected Exhibits of George Redding, filed on June 12, 2000 was in error, and state that
22 the correct amount should the negative $46.232 million as the rate base adjustment.

23
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Q.

A.

HAVE YOU REVISED SCHEDULE E-24 TO REFLECT THE NEGATIVE $46.232
MILLION CASH WORKING CAPITAL ALLOWANCE AMOUNT?

Yes. A revised Schedule E-24 is attached to my surrebuttal testimony.

ARE YOU EXPRESSING AN OPINION REGARDING THE OTHER STAFF-
PROPOSED ADJUSTMENTS TO CASH WORKING CAPITAL, WHICH QWEST
WITNESS REDDING DISCUSSES AT PAGES 43-44 OF HIS REBUTTAL
TESTIMONY?

No, I am not.

Interest Synchronization

Q.

DOES THE COMPANY PRESENT ANY REBUTTAL TESTIMONY CONCERNING
INTEREST SYNCHRONIZATION?

Yes. Qwest witness Redding’s rebuttal at page 48 merely notes that an interest
synchronization adjustment should be recalculated once adjustments affecting rate base
are finalized and accepted by the Commission. I agree with the concept of updating the
interest synchronization calculation to reflect the Commission’s final determination of
rate base, weighted cost of debt, etc. With my surrebuttal testimony, I have included a

revised Schedule E-25 to reflect the revisions made to RUCO’s calculated adjustment.

L

20 V. SUPPLEMENTAL DIRECT TESTIMONY

21

22

23

Q.

AT THE TIME OF THE FILING OF RUCO’S DIRECT TESTIMONY, A NUMBER
OF ISSUES WERE STILL UNDER INVESTIGATION, AND QWEST AND RUCO

HAD AGREED THAT RUCO WOULD BE ALLOWED TO PRESENT ADDITIONAL
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TESTIMONY ON SUCH ISSUES WITH RUCO’S SURREBUTTAL. ARE YOU NOW
ADDRESSING SOME OF THOSE ISSUES IN YOUR SURREBUTTAL
TESTIMONY?

Yes. On behalf of RUCO, I am addressing in this surrebuttal testimony a few of the areas
for which analysis had not yet been completed as of the date of writing of RUCO’s direct
testimony in this proceeding. Because of time limitations, not all of the issues identified
in my direct testimony have been analyzed and addressed for discussion and
quantification in RUCO’s surrebuttal testimony. Consequently, silence on a particular
issue should not be construed as agreement with Qwest’s proposed treatment. I have
attempted to focus on those areas with the largest dollar impact, where a reasonable
quantification of such impact could be made within the available time frame for

preparation of surrebuttal.

Reciprocal Compensation Revenue and Expense

Q.
A

WHAT IS RECIPROCAL COMPENSATION?
Reciprocal Compensation refers to the revenue received by Qwest from other carriers and
payments by Qwest to other carriers associated with traffic generated by customers of a

local carrier that relies upon the facilities of another carrier for completion of the call.

WAS RECIPROCAL COMPENSATION ONE @F THE ISSUES FOR WHICH YOU
HAD NOT YET COMPLETED YOUR ANALYSIS FOR INCLUSION IN YOUR
DIRECT TESTIMONY?

Yes. In my direct testimony, concerning Reciprocal Compensation, I stated that:

A response to Data Request UTI 49-1S1 was received on August 1. A response to
UTI 64-15S1 was received August 2. We haven’t had time to digest or follow
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through on USWC’s information. The treatment of reciprocal compensation is a
controversial area, where USWC is asking for a revenue increase of $13.252
million, and an automatic adjustment clause. This is an important area, and
adequate time should be allowed in which to analy